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LETTER OF TRANSMITTAL 





Hovuskr oF REPRESENTATIVES, 
SUBCOMMITTEE ON HOUSING OF THE 
CoMMITTEE ON BANKING AND CURRENCY, 
Washington, D. C., May 22, 1956, 
Hon. Brent SPENCE, 
Chairman, House Committee on Banking and Currency, 
Washington, D. C. 

Dear Mr. CuarrMan: It is my honor and privilege as chairman of 
the Subcommittee on Housing, to submit herewith our report on the 
general problem of rehabilitation and home improvement financing. 
This is the fifth of a series of reports of the subcommittee on Govern- 
ment-assisted housing programs. 

I would like to express my appreciation and thanks to my colleagues, 
Hon. Hugh J. Addonizio, Hon. William A. Barrett, Hon. Barratt 
O’Hara, Hon. Thomas L. Ashley, Hon. Ralph A. Gamble, Hon. 
Henry O. Talle, Hon. Gordon L. McDonough, and Hon. William B. 
Widnall, for their active interest and contribution to this report. 

Sincerely yours, 
ALBERT RaAIns, 
Chairman, Subcommittee on Housing. 
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HOME IMPROVEMENT FINANCING 
FIFTH REPORT OF SUBCOMMITTEE ON HOUSING 





1. INTRODUCTION 


This is our fifth report pursuant to House Resolution 203 authoriz- 
ing full and complete studies and investigations of problems in the 
field of housing. The members of the subcommittee are Hon. Albert 
Rains (chairman), Hon. Hugh J. Addonizio, Hon. William A. Barrett, 
Hon. Barrett O’Hara, Hon. Thomas L. Ashle vy, Hon. Ralph A. Gam- 
ble, Hon. Henry O. Talle, Hon. Gordon L. McDonough, and Hon. 
William B. Widnall. 

Our four earlier reports gave thorough treatment to many important 
problems which have arisen in connection with Government-assisted 
programs. ‘These reports were based upon extensive hearings in New 
York, Philadelphia, Los Angeles, Chicago, Cleveland, Birmingham, 
and Washington. In addition, military housing problems were also 
studied at first hand by a number of visits to military installations. 
Many of the critical problems of slum clearance and urban renewal 
were covered in our first report; our second report dealt with the 
problems of mortgage credit and also covered the cooperative and 
rental housing programs of the Federal Housing Administration. 
The military-housing program under title VIII of the National 
Housing Act was the subject of our third report. Report No. 4 was 
devoted to the question of Government support in the secondary 
mortgage market, with primary attention focused on the structure 
and functions of the Federal National Mortgage Association. 

This, the fifth in our series of reports, is concerned with the general 
problem of finding adequate methods of financing home improvements 
and residential rehabilitation. In our earlier hearing and report on 
slum clearance and urban renewal, the subcommittee’s attention was 
directed largely to the demolition and new construction phase of slum 
clearance and urban renewal. The subcommittee was aware of course 
that demolition and new construction is only one part of the overall 
urban renewal program, and had no intention of slighting or minimiz- 
ing the importance of the rehabilitation aspects of urban renewal. 
The subcommittee recognized that further study and hearings devoted 
exclusively to the subject would be necessary before it could make 
informed recommendations. 

This report is based primarily upon a 2-day hearing held in Wash- 
ington in April, which was concerned solely with the question of 
rehabilitation and home- -improvement financing. As a result of the 
hearing the subcommittee’s understanding of the problem was greatly 
furthered by the expert testimony we heard from Government spokes- 
men, from representatives of lending institutions, and from repre- 
sentatives of other organizations interested in the home-improvement- 
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financing question. In part, the report is also based upon staff 
studies and upon testimony presented in earlier hearings of the 
subcommittee. 


2. GENERAL SCOPE OF THE HEARING 


Although our hearing was referred to occasionally as a hearing on 
FHA’s title I home-improvement loan-insurance program, actually it 
was much broader in scope. Since so much emphasis has been placed 
upon the vital need for home rehabilitation and improvement to arrest 
deteriorating residential neighborhoods and to prevent the growth of 
future slums and the further spread of blighted areas, the subcom- 
mittee was determined to explore all of the different programs and 
existing machinery for rehabilitation and home-improvement 
financing. The improvement and rehabilitation of existing dwelling 
units costs money. Indeed, if the potentialities of the urban renewal 
program are to achieve the reality of an effective nationwide program, 
the costs to homeowners and builder sponsors will be huge. Some 
rehabilitation and home-improvement work will be financed from 
cash savings. But it is universally agreed that huge amounts of 
borrowed funds will be necessary to do the job. From earlier hearings 
and staff studies, the subcommittee became concerned over the 
seeming inadequacy of the existing programs and machinery for 
providing the necessary financing for home improvements and rehabili- 
tation. We determined in consequence that it was high time for a 
committee of the Congress to make an extensive study of the problem 
to determine whether existing legislative aids were deficient and if so, 
what improvements could be made to give additional force and 
impetus to the urban renewal program. 

Ceeping in mind the need to broaden the scope of the hearing to 
embrace the entire subject matter of residential rehabilitation and 
home improvement financing, the subcommittee gave attention to all 
of the existing programs which play an active or potential role in that 
field. We gave study and attention to the operations and problems 
of the title 1 home-improvement program, to the rehabilitation aspects 
of financing under FHA’s section 220 urban renewal insurance pro- 
gram, to the rehabilitation possibilities of FHA’s section 203 and 207 
programs, and to the promise and problems of the open-end mortgage 
as a rehabilitation weapon. In addition, the subcommittee elicited 
testimony on several new proposals for legislative programs designed 
to supply additional sources of mortgage credit for home improvement 
and rehabilitation, and hopefully to reach certain areas of the problem 
which are not now being solved by existing programs. 


3. FHA’s Titte I Program 


The title I program has long been a basic part of our economy and 
has provided a workable means for home owners to obtain the neces- 
sary financing to improve their homes. The title I program has been 

articularly effective in providing the financing means for smaller 
eine repair and improvement jobs. This is borne out by the fact 
that the typical title I loan in 1955 was about $450. In very recent 
years the volume of title I loans has declined sharply from the peak 
of 2,200,000 loans insured during 1953. The current rate is at about 
1,000,000 loans a year. No one factor can be singled out as the cause 
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for this sharp decline, but two important influences have been (1) the 
effect of the change of the 1954 act, which denied eligibility for title I 
financing for newly constructed homes until they have been occupied 
for 6 months, and (2) a discernible trend in recent years on the part 
of some lenders to make home-improvement loans on an “own plan” 
basis, i. e., without Government insurance. 


(A) MAXIMUM TERM 


One of the disadvantages of title I financing from the consumer’s 
viewpoint is the very high monthly ¢ arrylng charge which results in 
part from the high interest costs, but even more so ‘from the fact that 
under present law the maximum term is 36 months. For example, 
under present law and regulations, a $2,500 home-improvement loan 
for a 3-year term involves a monthly carrying charge of $79.85. A 
monthly payment of such magnitude ts clearly too heavy a burden 
for most American families to assume, particularly since in the usual 
case the burden would be pyramided upon the sizable mortgage 
payments and other consumer debt installments which the average 
American family must make provision for in its budget. HEven a 
moderate lengthening of the term, say to 5 vears, would reduce the 


monthly payment substantially. Thus, the same $2,500 loan on a 
5-vear term would require a monthly payment of $51.96, or nearly $2 
a month less. T estimony prese ted to the aera at the hear- 


ing was overwhelmingly in favor of extending the permissible maturity 
for title I loans from 5 to 5 vears. 
Recommendation No. 1 

The subcommittee recone ‘nds to the House Banking and ¢ ‘urrene \ 
Committee that legislation be enacted which will increase the author- 
ized term for FHA title | loans to improve single-family ee 
from the present 3-year maximum to a maximum maturity of 5 yea 
More technically, our recommendation is to permit a maturity of 


years and 32 days as against the present limit of 3 years and 32 ice 
(B) MAXIMUM LOAN AMOUNT 


Under present law the maximum insurable loan for single-family 
homes under title | is $2,500. The weight of the testimony presented 
to the subcommittee was favorable to a proposal to increase that 
ceiling by at least an additional $1,000 to $3,500. The main reason 
for such a change was cited to be the great increase in the price level 
since the time the $2,500 ceiling was first adopted before World War 
II. It was pointed out to the subcommittee that a sizable home reno- 
vation job would be difficult to finance at today’s level of costs within 
the $2,500 ceiling. Indeed, there was considerable testimony to indi- 
cate that the financing of a very sizable home improvement job might 
cost considerably in excess of $3,500. 

Loans to improve multifamily residential structures (class 1 (6) 
loan) may range up to $10,000. Based on the same reasoning which 
supports an increase in single-family home improvement loans, the 
weizht of the testimony favored an increase in the permissible ceiling 
for class 1 (6) multifamily housing improvement loans, 


| In both eases a $5 discount is assumed. See sec. (c) following for a discussion of discount charges. 
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Recommendation No. 2 


In light of the testimony and to make it possible for title I to be 
use < for sizable home improvements by those families who can meet 
the financial terms of title I financing, the subcommittee recommends 
that legislation be enacted to increase the permissive loan ceiling of 
title I single family home improvement loans to $3,500. It is reluctant 
to endorse legislation which would call for a ceiling in excess of $3,500 
because, as later analysis will show, the subcommittee is dubious as to 
whether title I can really be an effective prog ram for large scale 
renovation jobs which would cost in excess of $3,500. If a ceiling 
higher than $3,500 were to be adopted, the sideuelend financial cost 
would be so excessive as to be beyond the reach of the great bulk of 
American home owners. 

Although the class 1 (6) loan feature to improve structures housing 
two or more families has apparently been little used, the subcommittee 
recommends that the present $10,000 limit be increased to $15,000 in 
the hope that the higher maximum will stimulate further rehabilitation 
and improvement activity for this type of housing. 


(C) PERMISSIBLE INTEREST CHARGES 


This subject was by far the most controversial encountered in our 
studies of the title | program. The subcommittee has given the 
most careful study and attention to this subject. On the one hand, 
the subcommittee is most desirous to protect the interest of the 
homeowner as much as possible by keeping to a minimum the financing 
charges which he must pay in connection with FHA title I financing. 
On the other hand, the subcommittee recognizes that the FHA 
title I program cannot succeed without the continued support and 
participation of the private lending institutions which.make FHA title 
| financing possible. Some groups argue that the interest charges 
presently permitted for FHA title I loans are unconse ionably high; 
that they gouge the consumer; and that they permit the lender to reap 
an unjustifiable harvest. Other groups deny the validity of this argu- 
ment, arguing that the present discount charge permitted for title I 
loans is aiready at the lowest practicable point, and that any further 
decrease in the discount which the lender is permitted to charge 
would be self-defeating, and would in effect destroy the title I program 
by forcing lenders to withdraw from the program. The subcommittee 
has considered all of the arguments on both sides of this question as 
the following analysis will show. In making our study and in arriving 
at our final recommendation, we have attempted to maintain an 
objective approach and to fashion a solution which will accomplish 
the twofold objective of protecting the consumer to the maximum 
possible extent on the one hand, and yet permitting sufficient profit 
incentive so that the economic attraction of the title I loan to the 
lender can be preserved. 

Under present law there is no specific direction to the FHA Com- 
missioner as to the amount of interest or discount which he should 
prescribe for FHA title I Joans. The law says in general terms that 
the interest charges shall be at the FHA Commissioner’s discretion. 

By regulation the permissible financing charge for class 1 (a) loans, 
which under the law cannot exceed $2,500, may not be greater than 
a discount of $5 per $100 per year. For class 1 (0) loans which under 
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the law may not. exceed $10,000, the maximum permissible financing 
charge is a $4 discount, except where the class 1 (6) is $2,500 or Jess, 
in which case the lender may charge a $5 discount. For class 2 (6) 
loans for service structures on farms, a section which apparently is 
rarely if ever used, the maximum financing charge is only $3.50 dis- 
count per $100 if the loan is secured by a mortgage and carries a 
repayment period in excess of 7 years, 

A discount note is one in which the interest charge for the entire 
term of the loan is included in the face amount. Thus the borrower 
who signs a note for $100 and who receives $95, repavable in 12 equal 
monthly installments, is said to be paving at a $5 discount rate. If 
the note were repayable at the end of the vear, the rate of return would 
be approximately 5% percent per annum in terms of simple interest. 
Since, however, the loan is being retired in a series of monthly pav- 
ments, the borrower does not have the use of the full proceeds for the 
entire year. ‘lo determine the rate of interest which the borrower ts 
paving the average outstanding principal amount over the life of the 
loan must be considered. In the case of a l-vear loan repayable in 
equal monthly installments, the average outstariding principal amount 
is roughly one-half of the net proceeds of the loan. Therefore, the 
simple interest rate equivalent of a discount is about eee the dis- 
count rate. Thus the $5 maximum discount permitted by FHA is 
equivalent to a 9.58 simple interest charge. Similarly, a $4 discount 
is equivalent to a simple interest rate of about 7.6 percent. Also, the 
interest return decreases as the term lengthe ‘ns. On a 3-vear basis 
the return on a $5 discount loan is reduced to 9.3 percent. 

On initial scrutiny these charges appear to be somewhat high for a 
loan carrying Government insurance. For example, looked at casually 
they seem excessive compared with the 4%-percent maximum interest 
rate permitted for VA-guaranteed and FH A-insured first-mortgage 
loans. 

Upon closer analysis, however, it is not difficult to see that such a 
conclusion and such a comparison are not valid. One obvious 
difference of course is the difference in loan size. In 1955, for example, 
the average mortgage guaranteed by the Veterans’ Administration 
was $11,100. This is in marked contrast to the FHA title I home- 
improvement loan which in 1955 showed an average size of $630 and a 
median of $450. Clearly, a higher return is justifiable on loans of a 
smaller size. Among other things, the per dollar origination and 
servicing cost for a small loan are far higher than they are for a large 
loan. 

Also, it must be realized that the FHA insurance premium, which 
is paid to the FHA to build up a reserve against losses and to cover 
operating expenses, must be deducted from ‘the return since it is paid 
to the FHA by the vee After deducting the FHA premium, the 
interest return on a 3-year note is reduced to 8 percent. A further 
factor to be kept in mind is ; that the yield to the lender declines as the 
term of the note is increased. Thus, if the permissible term for FHA 
title I loans is increased as previously recommended to 5 years or 60 
months, the gross yield to the lender would be 9.05 percent. before 
deducting the FHA insurance premium, and would be approximately 
7.7 after ‘deducting the FHA insurance premium. 

There are of course additional costs to the lender which must be 
taken into account before any conclusions are drawn as to net yield. 
There are initial acquisition costs which, according to the testimony, 
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averaged about $16 for the typical loan. In addition there are monthly 
servicing costs. Taking all of these factors into account, penennams 
before the subcommittee indicated that for the typical title I loan, i. e., 
$450 for a term of 36 months, the net return to the lender is fn 
fractionally above 4-percent simple interest. 

It should also be borne in mind that the FHA title I loan is not 
completely riskless from the lender’s standpoint. Because of the 
10-percent coinsurance feature, the FHA will pay only 90 percent of 
any loss incurred through default and the lender must bear the 
remaining 10 percent. While this is a relatively small exposure 
percentagewise, it is nonetheless a possible cost factor for which the 
lender must provide a reserve cushion, and which further dilutes his 
net vield factor. 

In the preceding discussion, the term ‘“‘typical’”’ title I loan referred 
to the median or “middle most” loan. Actually, because some FHA 
title I loans are considerably higher in original amount, the average 
FHA title I loan amounted to approximately $630 in 1955.. On the 
same earnings basis applied above, a loan of this size would provide 
the lender with an effective simple interest return of about 5.17 
percent. In other words, the larger the loan size the more profitable 
a title I loan becomes. Using the same cost factors cited in the above 
example, the effective interest rates on loans ranging from $1,000 to 
$3,500 (in $500 multiples) would be as follows: 


Net proceeds and net return 


Percent Percent 
$1,000__ __ z 6. 19 | $2,500 eae 
$1,500_ _ __ sei Ss se 6. 78 | $3,000 7. 38 
$2,000 : ; _ 7. 08| $3,500 ey 


Thus the conclusion seems warranted that while a $5 discount 
may very well be justified for loans of smaller size, the justification 
for the same rate as the loan size progressively increases becomes less 
and less valid. The subcommittee was struck for example by the 
fact that in some areas banks make consumer loans on automobiles 
in the range of $1,500 to $2,500 on a $4 discount basis and lower. 
While these loans are presumably limited to approximately two-thirds 
market value, they are nonetheless not insured as are FHA title J] 
home-improvement loans. Lender witnesses were interrogated on 
this point and seemed unable to give any completely satisfactory 
reason as to why an insured home-improvement loan of the same size 
as a consumer automobile loan should not be generally as attractive 
to the lender from an investment standpoint. 

The subcommittee is aware that a number of lenders had with- 
drawn from the FHA title I program and now make home-improve- 
ment loans on a self-insuring basis. Presumably the motivation for 
such a change has been the desire and ability to c ‘harge higher interest 
rates than those permitted under the FHA title 1 program and, of 
course, to become free of the inevitable redtape involved in a Govy- 
ernment program. The subcommittee is naturally in favor of 
further self-reliance on the part of private enterprise and in lessening 
the contingent liability of the Government wherever possible, but at 
the same time it would not like to witness a large-scale exodus from 
the title I program if such an exodus would mean greatly increased 
financing costs to the homeowner. According to a recent survey 
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conducted by the FHA, lenders operating outside the title I program 
are charging discount rates of from $6 to $8 per $100, which entails 
an interest charge to the consumer of from nearly 12 percent to nearly 
16 percent. We certainly do not want to encourage any action which 
would require more and more homeowners to pay home-financing 
charges of this magnitude. We recognize also that in some areas the 
forcing of lenders from the title I program would have the undesirable 
effect of drying up sources of home-improvement financing completely. 
Recommendation No. 3 

After careful deliberation, and taking all factors into account, the 
subcommittee recommends that the present $5 discount be continued 
for FHA title I loans with an original principal amount below $1,500. 
It recommends that such a maximum be expressly prescribed by law. 
We would naturally prefer to recommend a lower ceiling but are 
convinced that the economics of the situation require a $5 discount 
rate for smaller size loans if lender participation in ihe title I program 
is to be continued. For loans above $1,500, the subcommittee recom- 
mends a sliding interest rate scale which would permit a $5 discount 
on that portion of the loan below $1,500, but which would permit 
only a $4 discount on that portion of the loan above $1,500. We do 
not believe that any higher net return to the lender can be justified 
for loans of this substantial magnitude. We might point out also 
that the number of loans above $1,500 comprise a relatively small 
proportion of title I loans—less than 10 percent in 1955. In terms of 
dollar distribution, loans of $1,500 or over comprise approximately 
25 percent of the dollar volume, 


(D) DURATION OF PROGRAM 


The subcommittee heard considerable testimony arguing that the 
FHA title I program should be made a permanent feature of the 
National Housing Act. The main argument advanced is that the 
establishing continuity in the program is desirable to encourage the 
participation of lenders on a long-range basis. The subcommittee 
agrees that participating lenders should be able to count upon a 
reasonable duration of the program, and not be plagued by the 
operating difficulties imposed by frequently recurring expiration dates. 
But, in view of the fact that we are proposing substantial changes in 
the term, principal amount, and the interest charges permissible under 
the title 1 program, we are hesitant to recommend making the pro- 
gram permanent at this time. 


Recommendation No. 4 


Based on the foregoing considerations, the subeommittee recom- 
mends that the FHA title I home-improvement-loan program be 
extended for 2 years beyond the present expiration date of Septem 


ber 30, 1956. 
(E) 6 MONTHS’ OCCUPANCY REQUIREMENT 


One of the amendments in the Housing Act of 1954 prohibited the 
FHA Commissioner from insuring title I loans for new dwelling units 
until they have been completed and occupied for at least 6 months. 
The main impetus which gave rise to this amendment was the concern 
over the possibility that the title I loan program could be abused by 
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high-pressure salesmen to the point where the new-home owner might 
overburden himself financially. Experience had shown that in some 
cases the homeowner would be pressured into borrowing via the title ] 
mechanism to finance additional improvements to his new house, and 
would suddenly find himself saddled by a total of mortgage and con- 
sumer debt too large for his budget. In other words, the Congress 
did not wish to permit the FHA title I program to be used to force 
some new-home owners into early default and foreclosure. Another 
purpose of the 6 months’ occupancy requirement was to curb the use 
of title I loans to assist in the financing of new construction. 

The subcommittee heard considerable testimony urging that the 
6; months’ requirement should be waived. Advocates of this step 
argued that the effect of the restriction has been to deny the benefits 
of the title 1 program to the new purchaser at precisely the time 
when he may need it most. They point out that the new-home 
owner now must wait 6 months before he can improve his home with 
fences, storm windows, garages, ete., unless he can pay for these 
things in cash. It was pointed out also that quite often he is forced 
to use other plans of finaneing which carry considerably higher 
interest rates and which afford little protection from dealer abuses. 
It was further pointed out that many of the previous existing abuses 
have been brought under closer control by a closer supervision by 
FHA of lending programs and dealer operations, and by the fact that 
the coinsurance feature requires the lender to share any loss. 

It was further argued that the 6 months’ occupancy requirement 
has been perhaps the major factor in the decline of FHA title I 
loans of about 50 percent over the past several vears, and that the 
requirement has, therefore, forced homeowners to pay higher rates 
to finance home improvements under non-FH A-lending programs. 

In considering this question the subcommittee ts aware, of course, 
that the Congress recently passed a law (Public Law 405, 84th Cong., 
ch. 33, 2d sess.), which waived the 6-month-occupancy requirement 
in the case of disaster housing. 

Recommendation No. 5 

The subcommittee is hesitant to recommend an outright repeal of 
the 6 months’ occupancy requirement, although it recognizes the 
validity of many of the arguments made in favor of removing it. We 
do, however, recommend to the Banking and Currency Committee 
that legislation be enacted which would give discretionary authority 
to the FHA Commissioner to waive the 6 months’ occupancy require- 
ment if in his opinion such action should be taken. The subcom- 
mittee has in mind that if the FHA Commissioner decides to waive 
the requirement he could issue regulations or instructions to guard 
against possible abuse. 


4. REHABILITATION FINANCING UNDER SEcTIONS 203 AND 207 


The subcommittee gave attention to the rehabilitation possibilities 
under FHA’s section 203 program, the ‘regular’? FHA insurance 
program for 1- to 4-family homes, and to section 207, the “regular” 


FHA multifamily rental housing insurance program. 

In cases where the homeowner requires funds for rehabilitation in 
excess of the loan limit for title I loans, or if a homeowner needs to 
pay the costs of home improvement in small monthly payments over a 
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much longer period of time than that permitted for title I loans, in 
some cases such financing can be provided through the section 203 
program. Under current regulations FHA may insure first-mortgage 
loans on single-family houses up to 88 percent of the first $9,000 of 
FHA’s valuation, and 73 percent of the excess value up to a maximum 
mortgage of $20,000. Such a mortgage can cover the cost of the 
rehabilitation expenditures and can refinance outstanding indebted- 
ness on the property provided that the aggregate loan may not exceed 
the regulatory limits described in the preceding sentence. Using this 
financing method the borrower can consolidate his property obliga- 
tons into a single mortgage carrying a 4% percent interest rate (pli Is 
4 of 1 percent annual insurance premium) and a possible term of up 
to 30 vears 

The subcommittee is informed that roughly 10 to 13 percent of the 
home mortgages on existing homes insured by FHA under section 203 
in recent years have been used in part to finance the rehabilitation 
and improvement of the existing structure. 

Similarly, section 207 can be used to rehabilitate multifamily 
propertiés. An owner or sponsor can obtain a loan up to 80 percent 
of value and the proceeds can be used to pay for the cost of rehabilita- 
tion and to retire outstanding indebtedness. In order to protect 
section 207 from being used primarily as a refinancing device, FHA 
regulations stipulate that at least 25 percent of the mortgage proceeds 
must be used for construction and rehabilitation expenditures. 

Thus sections 203 and 207 provide a workable means of rehabilitat- 
ing both small homes and multifamily structures. The difficulty is 
that the benefits of their financing are not uniformly available but 
are restricted to the more desirable residential sections, because both 
section 203 and 207 are based upon ‘“value’’ as a criterion, and be- 
cause the security property must be deemed ‘economically sound.”’ 
Sections 203 and 207 seem to offer little hope for the so-called “gray” 
areas of our cities, where most of the older houses are located and 
where the neighborhood is facing either actual or potential deteriora- 
tion. The subcommittee wishes to make it plain that it is not censur- 
ing the FHA in any way for adhering to its present standards under 
these two programs. The law clearly contemplates that section 203 
and section 207 insurance should be underwritten only on an economi- 
cally sound basis, and that the strength of the Section 203 Mutual 
Mortgage Insurance Fund should not be impaired by attempting to 
insure loans on substandard or inferior housing. 

But the fact remains that the financing aids provided by sections 
203 and 207 can only be used for rehabilitation and improvement work 
in the more desirable subdivisions and better neighborhoods. They 
cannot—indeed they should not—provide the much sought-after 
means for supplying low cost credit on liberal terms to finance the 
rehabilitation of small homes and multifamily structures which are 
neither in slum areas nor in more desirable housing neighborhoods, 
but are located in what might be termed “‘no man’s land,’’ where the 
neighborhood is in varying degrees of actual and potential deteriora- 
tion. 

5, REHABILITATION FINANCING UNDER SECTION 220 


In the subcommittee’s earlier hearings, and in our first report on 
slum clearance and urban renewal, we dealt extensively with the new 
construction phases of FHA’s urban renewal insurance program under 
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section 220. We recognized, of course, that when section 220 was 
introduced in the Housing Act of 1954, its proponents hoped that 
section 220 would provide a powerful stimulus to rehabilitation 
activities in urban renewal areas. Indeed it was expected that 
rehabilitation would be the objective of first priority under section 220, 
with new construction a secondary objective. 

At this point the subcommittee wants to make one point crystal 
clear. While we are in complete accord with the need and desirability 
of an effective rehabilitation program, we are convinced that such a 
program, no matter how successful, can only supplement but never 
supplant the vital and pressing need for a vigorous and large-scale 
slum-clearance and redevelopment program. The subcommittee 
shares the view that an energetic program to stimulate neighborhood 
conservation and rehabilitation should be an integral part of the 
overall attack on the urban renewal problem. But it also recognizes 
that many of our large cities have large areas of hopelessly deteriorated 
slums, the removal of which can only be accomplished by major surgery 
involving large-scale demolition of slum structures. 

Under seciion 220, improvement and rehabilitation loans can be 
obtained up to 90 percent of the first $9,000 of valuation and 
percent of valuation in excess of $9,000 in the case of 1- to 4-family 
residential! properties, and 90 percent of value in the ease of multi 
family structures. Thus the homeowner in urban renewal areas can 
obtain a liberal loan to refinance indebtedness and to cover the cost of 
necessary improvements. Also, a builder-sponsor can obtain liberal 
financing to renovate existing homes for sale or for rent or to rehabili- 
tate apartment structures 

The availability of section 220 financing is confined to specificalls 
delineated areas under the urban renewal procedure. As a first 
condition the city must receive approval from the Housing and Home 
Finance Agency of its overall ‘‘workable program’”’ to fight slums and 
prevent deterioration. Further, the city must obtain approval for 
its “urban renewal project”? plans for the specific neighborhood 
involved. The city must promise that it will take necessary steps to 
improve the environment, e. g., improve streets, install playgrounds, 
reroute through traffic, eliminate adverse land uses, and to enforce 
modern and adequate codes. 

Although section 220 appears in theory to offer an effective and 
he ‘Ipful program, in fact it has so far been a sad disappointment. The 
record shows that section 220 as a financing device has been even more 
impotent in the rehabilitation sphere than it has been in new con- 
struction, and even in the new construction category only a handful 
of commitments involving approximately 1,300 proposed dwelling 
units have been issued by FHA so far for the entire Nation. In the 
case of improvement or rehabilitation financing for existing structures, 
there have been no section 220 commitments whatever. 

One of the obstacles apparently arises from the fact that unlike new 
construction which is based upon ‘replacement cost,’’ rehabilitation 
and improvement loans under section 220 are based upon ‘‘value’’ 
under the law. Because of the“‘value”’ criterion, FHA has pre- 
scribed minimum requirements which sponsors and municipalities 
seem to have difficulty in complying with. FHA officials state that 
property standards for existing dwellings under section 220, as in the 
case of section 203 loans, are defined in terms of objectives rather than 
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rigid minimum requirements and that these objectives permit suffici- 
ent flexibility to adapt any sound proposal for neighborhood rehabili- 
tation. The subcommittee has heard considerable evidence, however, 
that in specific FHA insuring officés, local municipal officials and spon- 
sors have found the local FHA standards anything but flexible. 

The subcommittee recognizes that FHA’s urban renewal insurance 
program poses unique problems. For example, it is the only FHA 
program where the city government must enter into the picture as 
the initiating agent. Under other titles of the National Housing Act, 
the only persons involved are the owner, mortgage lender, and the 
builder or seller. Under section 220 the city must take a series of 
positive actions to show that it is going to help rejuvenate the deterior- 
ating neighborhood before section 220 insurance can be made available 
These requirements necessarily interpose another layer or barrier in 
an already complex financing process. 

Because 220 financing necessarily requires a complex process in- 
volving several agencies of the Federal Government, agencies of local 
government, as well as private individuals and private builders and 
sponsors, it is difficult to lay the blame for the program’s lack of prog- 
ress at the door of any single element. Whenever specific delays are 
cited, each agency or group involved seem to be readily equipped with 
apologies which in effect pass the buck to the other fellow. In its 
studies of the problems of section 220 so far, the subcommittee has 
been struck with one incontrovertible fact, and that is that so far 
the program has moved with exasperating slowness and has shown 
little tangible accomplishment. 

The provisions of section 220 seem to be adequate from the legis- 
lative standpoint with only two exceptions: In our earlier report on 
slum clearance and urban renewal, we emphasized our finding that one 
of the obstacles impeding new construction under section 220 was 
the apparent reluctance on the part of FHA to recognize the need for 
allowing section 220 sponsors a reasonable profit margin. In that 
report we treated the problem at length and exhorted the FHA Com- 
missioner to take a more realistic position, and to reexamine FHA’s 
policy to make sure that it does not unreasonably frustrate or obstruct 
sponsors from going ahead with much-needed section 220 projects. 
Apparently this earlier recommendation did have some salutary effect 
upon the agency by forcing a somewhat more liberal policy in connec- 
tion with the handful of section 220 projects already approved. 


Recommendation No. 6 


However, the subcommittee has concluded that additional legisla- 
tive guidance to the FHA Commissioner on this subject is desirable 
and, accordingly, recommends to the Banking and Currency Com- 
mittee that section 220 be amended to permit a profit and risk allow- 
ance of 10 percent of project costs for sponsors of urban renewal 
projects under section 220. However, to guard against possible 
abuse, the subcommittee recommends that the language contain a 
proviso authorizing the FHA Commissioner to prescribe a lesser per- 
centage if he certifies that a 10 percent allowance is unwarranted. 


Recommendation No. 7 


The second legislative change which appears necessary pertains 
to the cost certification requirement which affects section 220. To 
allay the prospective sponsor’s fears that his certified costs, no matter 
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how legitimate, might be challenged 2t some remote future date, the 
subcommittee urges that the cost certification requirement of section 

227 be amended to make such certifications incontestable after the 
Commissioner’s approval of the certification, barring fraud or material 
misrepresentation. 

But apart from these two recommendations, the existing legislative 
machinery for the operation of section 220 seems to be adequate. The 
difficulty stems not from the enabling legislation but rather from the 
sins of omission and commission on the part of administering and par- 
ticipating officials. We can only express our hope that this and 
previous reports, by highlighting administrative problems and by 
suggesting and recommending more workable policy, can help instill 
more initiative and a more positive attitude in the Federal officials 
administering this problem, and also in the municipal officials whose 
active participation must be obtained if section 220 is ever going to 
achieve even a fraction of the glowing promises made by its proponents 
when it was first written into the law in the Housing Act of 1954. 
The Nation’s slums and blighted areas present a tremendous challenge 
and their elimination and eradication will apparently never be ac- 
complished until all of the groups and agencies concerned adopt the 
more positive and courageous attitudes necessary to achieve smooth 
and steady progress instead of frustrating and strangling the urban 
renewal program in a maze of roadblocks and administrative redtape. 


6. SpecriAL Proptem Arisinc From tue Cost CERTIFICATION 
REQUIREMENT 


A special problem arising from the cost certification requirement 
of section 227 of the National Housing Act has been brought to the 
subcommittee’s attention. Under present law and regulation, it 
appears that the cost certification requirement works inequitably 
when applied to the rehabilitation financing of existing structures to 
the point where the incentive on the part of the owner to improve 
such properties is greatly reduced. The nature of the problem is 
shown by the following three examples. The examples apply to sec- 
tion 207, but the same principle is applicable to section 220. 

(a) The mortgagor who buys an apartment structure for $100,000 
and spends $100,000 for rehabilitation is entitled under the act and 
regulations to 80 percent of the cost and of the rehabilitation, or a total 
poe mortgage of $160,000. 

The mortgagor who owns a similar property valued at $100,000, 
a to a mortgage of $40,000 and spends $100,000 for rehabilita- 
tion, is entitled to 100 percent of the mortgage and 80 percent of the 
rehabilitation cost, or a total insured mortgage of $120,000. 

(c) The mortgagor who owns a similar property without a mortgage, 
and spends $100,000 for rehabilitation, is entitled to nothing for his 
equity and 80 percent of the rehabilitation cost, or a total insured 
mortgage of $80,000. 

The effect of the existing law is to require a property owner to invest 
additional cash to finance improvements even where he has a sub- 
stantial equity in the property. The subcommittee realizes that the 
original intent behind the language in section 227 with respect to 
rehabilitation financing was to prevent the use of section 207 or section 
220 as a device for the owner to withdraw his equity with the proceeds 





ASR a ern 








| 


oe oe et 


HOME IMPROVEMENT FINANCING 13 


of an FHA-insured loan. The subcommittee is in agreement with this 
objective but believes that the drafters of section 227 went too far 
with respect to the rehabilitation of existing structures. It would 
seem quite desirable in the subcommittee’s opinion to at least permit 
the owner to cover in full the costs of rehabilitation where he has a 
sizable equity in the property. It would seem especially desirable to 
provide additional incentive in view of the great emphasis now being 
placed upon the role which rehabilitation hopefully will play in the 
urban renewal program to fight the spread of blight. We would like 
to point out also that under section 203 it is possible for a homeowner 
to obtain an FHA-insured loan to refinance existing indebtedness and 
also to cover the costs of rehabilitation as well as closing costs. 


8 


Recommendation No. 8 

In order to clarify an apparent inequity with respect to existing 
construction, and to give additional incentive to property owners to 
improve their properties under section 207 and section 220, the sub- 
committee recommends to the Banking and Currency Committee that 
section 227 be amended to permit section 207 and section 220 loans to 
cover the full cost of rehabilitation as well as the refinancing of any 
existing indebtedness provided that the total loan does not exceed the 
maximum percentage of value permitted by statute. Such a change 
would permit the owner in most cases to borrow the full cost of 
rehabilitation, but at the same time would not allow him to take out 
any of his equity in cash from the mortgage proceeds. 


7. OpEN-ENpD MortTGAGES 


In the housing hearings preceding the enactment of the Housing 
Act of 1954, considerable emphasis was given to the open-end mort- 
gage. The open-end mortgage was seen by many as the answer to 
much of the home-improvement-financing problem. If the home- 
owner’s mortgage contains an open-end provision, the lender could 
make an advance secured by his existing lien for improvements at 
any time during the life of the loan. To help achieve this objective, 
the Congress in the Housing Act of 1954, added section 225 to permit 
open-end advances to be made under FHA insurance. No such legis- 
lation was necessary with respect to the GI loan, since supplemental 
loans by the lender to finance improvements within certain prescribed 
conditions was already possible, although the 1954 act did increase 
the amount of guaranty which the veteran could use to finance home 
improvements. 

The subcommittee is of course in accord with the desirability of 
encouraging open-end mortgages. But, unfortunately, the potential 
promise of the open-end mortgage as a device to finance home im- 
provements apparently still lies considerably in the future. Since 
the great bulk of FHA mortgages insured prior to the authorization 
of open-end advances apparently did not contain suitable authority 
for such advances, the volume of insurance under the open- -end 
authority will probably be very small until significant amortization 
has been accumulated on the mortgages insured since the effective 
date of the authorizing legislation. For example, to date FHA has 
insured only 22 open-end advances in the country as a whole. 
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There also seems to be a lack of enthusiasm for open-end mortgages 
on the part of many lenders. The subcommittee hopes that this 
apparent apathy can be overcome so that more and more lenders 
will come to recognize that the open-end mortgage is a worthwhile 
and desirable vehicle to assist in the problem of financing home im- 
provements made over the life of the mortgage. 

The subcommittee also recognizes that there are legal problems in 
various jurisdictions which hamper the use of cpen-end mortgages. 
It is our understanding that in some States court tests are now pending 
with respect to the problem of intervening liens, and that if these 
tests are resolved in favor of lenders so that the sv can extend open-end 
advances without having to reexamine title to disclose possible inter- 
vening liens, the open-end mortgage program will gain wider 
acceptance. 

The subcommittee hopes that the open-end mortgage device will 
grow in favor, but it appears that it is largely a device of the future and 
can offer little help to the immediate pressing problem of how to 
insure an adequate supply of home improvement and rehabilitation 
financing on liberal terms at a reasonable cost. 


8. PosstnLtE New PrRoGRAMS 


The subcommittee believes that if title I is amended in accordance 
with recommendations made earlier in this report and if section 220 can 
conquer the inertia and obstacles now hampering its operations, the 
answer will be near at hand for a very large area of the home improve- 
ment and rehabilitation financing problem. ‘Title I will provide the 
necessary mechanism for relatively modest home improvements for 
relatively new homes in relatively new neighborhoods. At the other 
end of the scale, section 220, if it ever becomes fully operative, could 
supply the answer to the rehabilitation of residential structures in 
officially designated urban renewal areas. 

The subcommittee heard arguments to the effect that the existing 
legislative program, namely title I, sections 220, 203, and 207, and the 
open-end mortgage, is adequate to supply the financing for the whole 
range of rehabilitation and renovation needs, and that no additional 
tools are required. The subcommittee believes that such a defense of 
the status quo is completely unrealistic and ignores what appears to us 
to be a very sizable problem area for which existing programs are 
incapable of providing a solution. For example, the subcommittee is 
concerned as to what the urban renewal authorities would prescribe 
for houses 20 to 30 years old in neighborhoods which are not slum 
areas, but which contain the seeds of deterioration to a degree where 
slum status is probably not too far distant. Housing in neighbor- 
hoods of this category might be described as “‘gray”’ areas or a sort of 
no man’s land. 

Title I loans impose too onerous a burden on the average family 
to be of any great use for home improvements of major magnitude. 
Section 203 financing cannot reach this problem area because FHA 
will not insure loans in the neighborhood because of the “economic 
soundness” requirement. 

The subcommittee has been told by the administration that section 
220 can supply the financing needs for rehabilitating these “gray” 
areas. In theory this possibly may be so. But in terms of common 
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sense it is highly improbable that section 220 can be made to work 
effectively to meet this problem. In the first place there is the long 
time-consuming process involved in the workable program require- 
ment and in the endless procedural steps involved before a specific 
urban renewal project is finally declared eligible for section 220 financ- 
ing. The local urban renewal authorities would be less than human 
if they did not put first things first and direct their energies and 
activities to trying to eliminate the worse slum areas first. In the 
nature of things, it is clear to the subcommittee that these so-called 
“oray’’ areas would have lesser priority than the slum areas and as 
a consequence it might take years and years before section 220 could 
be of any practical effect. 

The subcommittee was gratified that a number of witnesses shared 
our concern and agreed with us that there is a very sizable area of 
need which is not now being adequately served by existing legislative 
programs. Unfortunately, however, there seemed to be little en- 
thusiasm for developing any form of new program to meet this need. 

The subcommittee sensed a lack of enthusiasm on the part of many 
witnesses to entertain any idea or proposal not clearly along traditional 
lines. Although no one made a convincing case that the existing 
legislative programs are adequate to cover all aspects of the problem, 
a great majority of the witnesses did not seem to exhibit any great 
interest in attempting to discover new programs which might perfect 
the urban renewal program. 

The subcommittee is convinced that the existing program is far 
from being adequate. We are greatly concerned because we believe 
that, until adequate tools are provided, the rehabilitation program 
may end in failure. We believe that a great deal more could be 
accomplished if the advocates of rehabilitation as a cure-all would 
spend more time in attempting to fashion an effective program than 
in promoting grandiose publicity campaigns. 

The subcommittee is convinced that some new form of financing 
device must be provided in the home improvement and rehabilitation 
financing field. So far we have been unable to elicit enthusiasm for 
any of the proposals so far advanced. The subcommittee plans to 
continue its studies of the problem and any progress made will be 
made the subject of a later report. 
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